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The e f f e c t s  o f  t a x e s  on economic a c t i v i t y  i s  a major  concern 

s h a r e d  by economis t s ,  p o l i c y  a n a l y s t s ,  a n d  many o t h e r s  i n t e r e s t e d  

i n  d e t e r m i n a n t s  of n a t i o n a l  economic per formance .  Two major 

a r e a s  o f  i n t e r e s t  i n  t h i s  r e g a r d  a r e  ( 1 )  t h e  r e s o u r c e  m i s a l l o c a t i o n s  

c r e a t e d  b y  non-neu t r a l  t a x a t i o n  o f  c a p i t a l  a c r o s s  i n d u s t r i e s  

a n d  a s s e t  groups a n d  ( 2 )  t h e  e f f e c t s  o f  t a x  Dolicy o n  t h e  t o t a l  

supp ly  o f  f a c t o r  i n p u t s .  This  paper  r e p r e s e n t s  a c o n t r i b u t i o n  

t o  t h e  l i t e r a t u r e  d e a l i n g  w i t h  t h e  l a t t e r  i n t e r e s t .  

When a n a l y z i n g  t h e  e f f e c t s  of t a x a t i o n  o n  t o t a l  f a c t o r  

s u p p l y ,  one i s  concerned wi th  t h e  r e l e v a n t  marginal  t a x  r a t e .  

This  paper  approaches  t $ e  measurement of such t a x  r a t e s  a n d  r e f e r s  

t o  t hen  a s  e f f e c t i v e  t a x  r a t e s .  This  paper  i s  p a r t  o f  a l a r g e r  

r e s e a r c h  p r o j e c t  s t u d y i n g  d e t e r m i n a n t s  o f  income d e t e r m i n a t i o n  

a n d  income g r o w t h .  Work i s  well  under way i n  t h e -  development of 

t h e  c a p i t a l  s t o c k  approach t o  income d e t e r m i n a t i o n .  The model 

ho lds  r a m i f i c a t i o n s  f o r  a nunber o f  p o l i c y  i s s u e s  i n c l u d i n g  i s s u e s  

a s s o c i a t e d  w i t h  t a x  p o l i c y .  B o t h  e f f e c t i v e  t a x  r a t e s  a n d  t h e i r  

chanGes ove r  t ime a r e  of i n t e r e s t .  This  r e p r e s e n t s  t h e  focus  o f  
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, t h i s  p a p e r .  

Factor supp1.ies are affected by after-tax factor returns. The cal-  

culation of the relevant marginal tax rates i s  therefore necessary t o  analyze 

factor supplies. 

effective tax rates ,  conceptual problems in t h e  measurement of effect ive 

tax rates, proposeci methods to  deal w i t h  the problems, and estimates of 

effect ive tax rates f o r  f ive  OECD nations. These estimates are  from the 

1960-1980 time period i n  the United States and from the 1970s in the United 

Kingdom, France, West Germany, and Japan. Estimates o f  effective tax rates  

for  the earnings of labor and  capital In th i s  paper are calculated using 

a flow of funds approach. Estimates o f  effective t a x  rates for  the earnings 

of internationally nobile capital are also based on a f l o w  of  funds  approach. 

The fo7 lowing sections present p a s t  approaches t o  estimate 

PAST APPROACHES 

A number o f  studies have addressed non-neutral taxation o f  industries 

due t o  corporate income taxation. 

B o t h  he and Shoven (1976) use average t a x  ra te  measures in the analysis o f  

d i f ferent ia l  taxation o f  corporate and non-corporate ac t iv i t i e s .  More 

recently Feldstein and Summers (1979)  have examined how inflation raises 

t a x  l i a b i l i t i e s  in the corporate sector. 

Harberger (1966) was anong the f i rs t .  

They also calculate average t a x  
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r a t e s ,  b u t  i n  addition t o  measurement o f  corporate income taxation a s  

Harberger and Skoven undertake, they a1 so measure individual income taxation 

o f  capi ta l  income originat ing i n  the  corporate sector.  

A recent paper by Gravelle (1981) t r e a t s  non-neutral taxation of a s s e t  

types due t o  corporate income taxation. 

approach t o  measurement o f  tax r a t e s  developed by Hall and Jorgenson (1971). 

King and Fullerton (1983) apply the cos t  of capi ta l  approach t o  industry 

groups. They analyze taxation of income from capi ta l  or iginat ing i n  the 

corporate sector  from both corporate and individual income taxation. In 

another recent study, Hulten and Robertson (1982) apply the cost  o f  capital  

approach t o  corporate taxation. 

The cost o f  capi ta l  approach provides a possibly r icher  form of analysis  

than use of average tax r a t e s ,  because i t  i s  conceptually designed to  

estimate marginal tax rates and account for the  e n t i r e  stream of cash flows, 

including t a x  c r e d i t s  and t a x  payments, over the l i fe t ime of an a s s e t ' s  

l ifetime. In  re la ted research i n t o  sources o f  income growth, Fraumeni 

and Jorgenson (1981) a l so  use the cost  o f  capi ta l  approach. 

She uses the cos t  o f  capital  

Another method t o  estimate e f fec t ive  ( i . e . ,  marginal) tax ra tes  i s  

Fullerton, King, Shoven, and Whalley (1981) 

The f l o w  

the flow of funds approach. 

use t h i s  approach t o  estimate e f fec t ive  t a x  ra tes  by industry. 

of funds approach i s  also used by Joines ( i 9 a l )  and Tolley and Shear (1564). 

These two studies analyze overall e f fec t ive  tax ra tes  on fac tor  earnings 

resul t ing from an economy-wide tax system. 

concept o f  average-marginal t a x  ra tes .  The two studies differ  s ign i f icant ly ,  

however, i n  t h e i r  capital  and labor income base estimates and i n  t h e i r  . 

treatment o f  i n d i v i d u a l  income tax exemptions, d2ductions, and exclusions. 

Both studies a l s o  develop the 
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The following section addresses conceptual problems in the estimation 

o f  effective ( i . e .  , marginal ) t ax  rates. Part of the discussion deals with 

issues addressed by Bradford and Fullerton (1981), b u t  other issues are 

a1 so introduced. Among the key concerns are (1 ) the information requirements 

of  each approach, ( 2 )  the treatment o f  t a x  preference items, (3)  the 

treatment of exemptions, deductions, and exclusions, ( 4 )  the distinguishing 

o f  income from substitution effects ,  and (5)  the treatment o f  risk. 

CONCEPTUAL PROBLEMS 

Marginal tax rates drive a wedge between before- and after-tax returns. 

Therefore, an approach t o  measure these rates i s  more desirable t h a n  the use 

of t a x  revenue s t a t i s t i c s  t o  calculate average t a x  rates. 

Bradford ana F u l l  erton (1 981 ) i 11 ustrate three points to  be considered 

with regard t o  the cost o f  capital approach to  estimation of effective tax 

rates:  

( 1 )  the effective t a x  ra te  estimate i s  sensitive t o  the discount ra te  used; 

( 2 )  with subsidies before-subsidy returns can be small, zero, or negative; and 

( 3 )  an assumption about how inflation affects nominal interest  rates 
must be made. 

The f i r s t  point i s  especially important w i t h  regard t o  discounting the delay 

i n  t a x  l i a b i l i t y  introduced by accelerated depreciation. The second p o i n t  

leads to  the resul t  t h a t  the effective tax ra te  i s  undefined when the 

before-tax ra te  of return i s  zero. W i t h  regard t o  the t h i r d  p o i n t ,  ilorgenson 

and Sullivan (1981) assume a r i se  of the nominal interest  ra te  by ~ / ( l - u )  

where IT i s  the i n f l a t i o n  ra te  and u the corporate-income tax rate. Many 
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other economists argue Fisher's Law; the real before-tax interest  ra te  i s  

invariant. Bradford and Fullerton, as well as others using the cost o f  

capital approach, find t h a t  estimates a re  sensitive t o  assumptions regarding 

po in t s  one and three. Furthermore, in a recent presentation Fraumeni 

(1983) argues t h a t  the use o f  a uniform after-tax return across industries 

by past researchers applying the c o s t  of capital approach i s  incorrect. 

In that  she has not  offered a solution t o  date, i t  becomes questionable 

what assumptions and information are  necessary for such a correction. 

Consider in more detai 1 Bradford and Full erton's second point concerning 

subsidized capital investments. Some may debate the seriousness of this 

problem i n  studies t o  date using the cost of capital approach. 

however, becoriies more serious when one attempts estimation o f  economy-wide 

effective t a x  rates.  

owner-occupied housing which receives an imp1 i c i t  subsidy and represents 

a large share of the U.S. capital stock. 

The cost o f  capital approach suffers from other shortcomings, especially 

The problem, 

Of special concern i n  t h i s  regard i s  the stock o f  

w i t h  regard t o  estimation o f  economy-wide effective tax rates. 

information on the share of total  capital stock accounted for  by each type 

of capital ( i . e .  , by industry or asset type). 

as weights t o  reduce informational requirements can be misleading i f  industries 

I t  requires 

The use o f  investment shares 

w i t h  low and f a l l i n g  effective t a x  rates'undergo greater stock adjustments. 

Another shortcoming results generally from the different t a x  treatment 

of  al ternative types of financial capital and specifically from t a x  preference 

items such as pension funds.  Stzuerle (1982, 1983) uses national income 
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account data to  i l l u s t r a t e  the magnitude o f  capital income receiving special 

tax treatment. With the cost o f  capital approach, one must make an assumption 

about the form o f  financing a t  the margin. 

be made w i t h  regard t o  f low o f  funds approaches, in the l a t t e r  case estimates 

are n o t  as sensitive to  these assumptions. W i t h  the cost of  capital approach 

one characterizes typical tax treatment o f  each particular type o f  capital 

income. 

dollar magnitudes involved i n  t a x  preference items of  income. 

While similar assumptions must 

In the estimation process one therefore tends t o  lose sight o f  the 

Hu7 ten and Robertson (1  983) have introduced another compl ication 

involved i n  use o f  the cost of capital approach. 

risky investments, and they apply i t  t o  high technology industries. 

observe the presence of a large number o f  losers and  a small number of 

large winners in these industries. 

in a h i g h  technology act ivi ty  should be modelled in terms o f  certainty 

equivalents. 

must be suff ic ient  t o  j u s t i fy  the expected losses i f  the investment is a 

loser to  ju s t i fy  i t s  undertaking. Hulten and Robertson indicate t h a t  i f  

an investment becomes a loser firms are  constrained w i t h  respect t o  the i r  

tax offsets .  I f  an investment becomes a winner, corporate t a x a t i o n  i s  applied 

t o  the premium as well as the normal risk-free return (e.g. ,  a 4 percent 

real r a t e  o f  return).  Therefore, the cos t  o f  c a p i t a l  approach understates 

the effective t a x  ra te  because the premium i s  subject t o  the f u l l  statutory 

corporate t a x  rate.  One conclusion that  can be drawn from their  analysis 

is t h a t  a f low o f  funds approach ref lects  the stream o f  taxes borne and 

income reczived from such investments. 

The complication i s  caused by 

They 

A firm's decision as whether t o  invest 

The expected premium received i f  the investment i s  a winner 
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The above discussion has been cast  i n  a skeptical l igh t  w i t h  regard 

to the cost of capital approach. Now we will address conceptual problems 

w i t h  the flow o f  funds approach and remain skeptical i n  tone. 

that  compares problems w i t h  the two approaches and offers suggested analyses 

i n  a positive tone will t h e n  follow. 

A discussion 

The flow o f  funds approach uses observed flows o f  earnings and tax 

revenue, National income accounts, t a x  revenue, and t a x  return s t a t i s t i c s  

provide the data. Auerbach (1983) s ta tes  that  the use of  currently observed 

figures rather than hypothetical future figures may be an inaccurate measure 

of effective t a x  ra tes ,  especially in the presence of accelerated depreciation 

and investment tax credi ts .  The problem mainly results from t a x  revenues 

generated by returns from past investments. These t a x  revenues generated 

may n o t  be indicative of revenues t o  be generated by new investments. 

Furthermore, he s t a t e s  t h a t  the measure o f  c a p i t a l  income includes economic 

rents which are n o t  relevant t o  how taxes affect  behavior a t  the margin. 

Auerbach s i  n g l  e s  o u t  accelerated depreciation and investment t a x  

credi ts  for good reason. 

i n  time with respect to  any given investment. 

similar effect  in t h a t  the investor receives positive cash f low from government 

when an  investment i s  undertaken followed by t a x  payments t o  government. 

W i t h  flow of  f u n d s  analysis the benefits associated w i t h  shift ing the t i m i n g  

of  t a x  burden is  los t  amidst the different  vintages of  capital creating 

income flows and subsequent t a x  payments. 

tend t o  be overstated. 

B o t h  a c t  t o  shift  the payment of taxes forward 

Expensing schemes have a 

Therefore, effective t a x  rates 
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The flow of funds approach also understates the magnitude o f  effect ive 

tax r a t e  changes when tax pol icy changes , because t a x  revenue generated 

by income from past  investments subject t o  past tax policy enter into the 

calculations.  

o f  estimates a f t e r  changes i n  tax policy occur. 

Therefore, the analyst  should observe a long t i n e  projection 

The discussion has elaborated upon problems w i t h  the cost  of capital  

and flow of f u n d s  approaches t o  estimation o f  e f fec t ive  tax rates .  

major problems w i t h  the cost  of capital  approach center on information 

requirements, the treatment of  tax preference items, and the treatment o f  

risk. 

in tax payments introduced by accelerated depreciation and the investment 

tax c red i t ,  expensing, and changes i n  tax policy. 

a re  bo th  instruct ive and l imit ted,  neither one should be completely excluded 

in favor o f  the other.  

t o  the analysis being performed. 

The 

The major problems w i t h  the flow of funds  approach center on delays 

Since both approaches 

The question becomes one of relevance in re la t ion 

F i r s t  consider an industry by industry analysis of  e f fec t ive  tax ra tes  

on income from capi ta l .  

industry. 

among individual industr ies  than among t h e  aggregate economy. Therefore, 

i n  t h i s  case the cost  o f  capital  approach i s  a t t rac t ive .  

The ages o f  capital  equipment vary greatly by 

Furthermore, changes in the tax environment a re  more pronounced 

Now turn t o  a polar case considering overall effect ive tax r a t e s  on 

income from capi ta l .  Effective tax ra tes  f o r  individual industries requires 

extensive information, especially i f  a f t e r  tax ra tes  of  return do n o t  

equalize. 

tax ra te  on h o u s i n g  cap i ta l .  

information on the share of capital stock i n  each industry.  

Among the paramount problems i s  the establishment o f  an e f fec t ive  

Weights used i n  the aggregation process require 

Furthermore, 
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extensive assumptions are necessary i n  the analysis of tax preference items. 

These items d i f fe r  by industry and by individual taxpayer. Assumptions 

regarding these items are also necessary in flow of funds analysis b u t  no t  

i n  as crucial a way. 

a31 estimates t o  particular flows o f  funds. In this way, when assumptions 

are changed regarding any particular income or t a x  item, i t  i s  possible t o  

associate the change i n  assumption t o  a change i n  the effective t a x  ra te  

estimate. 

t o  f l o w  of  funds data. 

With a flow of funds approach, the analyst relates 

This association i s  made possible by the analyst ' s  closeness 

The debate between those who advocate cost o f  capital and flow of 

f u n d s  approaches i s  controversial and has n o t  been resolved. 

however has established shortcomings with each approach and demonstrated 

how these problems vary by the level o f  aggregation of  the analysis. 

The discussion, 

In  the present study, the interest  i s  t o  determine estimates of overall 

effective t a x  rates based on the economy-wide t a x  system. We therefore 

choose the flow o f  f u n d s  approach. 

investment tax credi ts ,  accelerated depreciation, and t a x  pol icy changes 

bias the estimates. 

1 Y  concerned with changes in corporate taxation, s i n c e  t h e s e  changes a r e  l i k e l y  

t o  create a larger dichotomy between t a x  treatment of new and old investments 

more than changes in individual income or o the r  taxes. 

Major concerns are the extent t o  which 

With respect t o  tax policy changes, one should be n a r t j c u l a r -  
- - .  - 

Even a f t e r  one decides on a flow of funds approach, conceptual questions 

must be resolved. 

one we developed in Tolley and Shear (1984) .  This  method i s  s i m i l a r  t o  - 

I n  the present study, the method used i s  the same as  the 

those  o f  W r i g h t  ( 1 3 6 9 )  a n d  Barro a n d  Sahasakul ( 1 9 8 3 ) .  These 

m e t h o d s  d i  f f e r  s i g n i f i c a n t l y  



from the method used by Joines (1961). 

and Shear estimate effect ive t a x  rates on the earnings of capital and 

labor. Tolley and Shear also estimate effective t a x  rates on the earnings 

o f  human and R&D capi ta l ,  b u t  a flow o f  funds approach i s  not  used in th i s  

The studies by Joines and by Tolley 

analysis. The major differences between the methods a r i s e  in the estimation 

of average marginal t a x  ra tes  from the individual income t a x  and  of  the 

capital and labor income bases used t o  compute overall effective tax rates.  

Joines uses national income account data to  calculate the income 

bases for  capital  and labor earnings. 

by inflation in the estimation of the effective t a x  ra te  on capital .  

i s  interested i n  the effective t a x  ra te  on real rather t h a n  nominal earnings. 

By using national income account d a t a ,  which represent nominal returns, 

t o  calculate the income base Joines underestimates the effective t a x  ra te .  

The bias increases w i t h  the level o f  inflation. 

has t a x  revenues in the numerator and the t a x  base i n  the denominator. 

This method creates a bias introduced 

One 

The estimating equation 

The numerator should re f lec t  taxation of nominal ga ins ,  b u t  the denominator 

should only re f lec t  real ga ins .  

o f  real gains in the denominator. 

Tolley and Shear (1984) use an estimate 

Joines' calculation of the numerators in the equations for effect ive 

t a x  rates include the computation of average marginal t a x  ra tes  from the 

i n d i i i a u a l  income t ax .  B a r r o  a n d  Sahas-akul r e f e r  t o  t h e  ' 

equation dT/dY=T'(l-dD/dY) where T i s  personal income t a x  l i a b i l i t y ,  Y 

i s  t o t a l  income, T '  i s  the expl ic i t  { t a x  table)  t a x  r a t e ,  D i s  the level 

- 

of detuctions, a n a  d s ignif ies  derivative. 

i n  th ie r  calculations. 

Barro and Sahasakul use T '  

They indicate t h a t  Joines estimates dT/dY and uses 
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adjusted gross income as his measure o f  total  income. 

dD/dY i s  positive because as income r i ses  so does t a x  avoidance behavior 

(which entai ls  costs) and expenditures on consumption goods favored by the 

tax system (e.g., hous ing ) .  They indicate that  over the 1961 through 7980 

period dD/dY was i n  the interval between .16 and .18 for returns w i t h  over 

$lO,OUO adjusted gross income. 

They s ta te  that  

We have rep1 icated (subject t o  small estimation e r ror )  Joines' estimates 

by calculating dT/dY i n  the years 1960, 1965, 1970, and 1975 as suggested 

by Barro and Sahasakul's definition of his method. 

however, in our interpretation of Joines' method. 

of  income subject t o  nonproportional t a x .  

such a s  D/Y rather than dD/dY, although he never expl ic i t ly  s ta tes  th i s .  

Steuerle and Hartzmark (1981) f i n d  tha t  since the early 1950s personal exemptions 

f e l l  from over 24 percent t o  less t h a n  10 percent o f  personal income. 

In t h a t  exemptions are n o t  operative a t  the margin, one must question 

any average deduction measure. 

Barro and Sahasakul indicate that  dD/dY i s  positive because as income 

r ises  so does t a x  avoidance behavior (which en ta i l s  costs) and  expenditures 

on consumption goods favored by the t a x  system (e .g . ,  h o u s i n g ) .  They refer 

t o  T '  as the t a x  ra te  relevant t o  substitution between ordinary goods 

( i  .e. ,  non-favored goods) and work while a lower tax rate i s  relevant 

t o  substitution between favored goods and work. They argue t h a t  Joines' 

estimate i s  almost a weighted average of the two t a x  r a t e s  i f  avoidance 

does n o t  occur and favored consumption i s  u n i t  income elast ic .  

discussion questions and expands upon th i s  p o i n t .  

We d i f fe r  with them, 

He refers t o  the share 

This implies an average concept 

The following 

We view th i s  issue a s  



one related t o  the distributional question involving capital income taxation 

addressed by Gal per and Toder ('I 983) e 

Tax Preference Items 

The U.S. tax system grants preferential treatment t o  the holding of 

particular assets suck as  municipal bonds, owner-occupied housing, and other 

consumer durables. 

changes in before-tax returns induced by the tax system. 

Gal per and Poder's analysis accounts for systematic 

With regard t o  

owner-occupied housing and other consumer durabl es,  households balance 

benefits in the form of  tax-exempt returns and tax-deductible interest  

against d i m i n i s h i n g  before-tax returns from additional holdings of  the assets. 

Galper and Toder report, I' ... on the average, households w i t h  wealth less  

than $1 million earn a higher before-tax return on the i r  wealth because 

of the tax system; households w i t h  wealth over $1 million earn a lower 

before-tax return." Their s imula t ion  results indicate t h a t  when the chilnges 

in before-tax returns induced by the t a x  system are  considered, the tax 

system i s  shown t o  be more progressive t h a n  what i s  shown by traditional 

flow of  funds analyses. Their resul ts  also indicate, however, that  the 

progressivity of  the t a x  system i s  much milder a t  the t o p  than  i t  would 

be in the absence o f  preferences. 

In accepting Galper and Toder's analysis, the question becomes how 

i t  re la tes  t o  the estimation of average marginal tax rates.  First  consider 

the effective t a x  ra te  on income from capi ta l ,  the subject 'of the i r  analysis. 

Their correction for the effect  of the t a x  system on before-tax returns 

cause lower effective tax rates for lower-income- households and higher 
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e f f e c t i v e  t a x  r a t e s  f o r  h i g h e r - i n c o m e  h o u s e h o l d s .  T h e  p r o c e s s  

o f  w e i g h t i n g  t h e s e  e f f e c t i v e  t a x  r a t e s  t o  g e t  a n  a v e r a g e  b e c o m e s  

i m p o r t a n t .  W e i g h t s  c o u l d  b e  c h o s e n  s o  t h a t  t h e  G a l p e r / T o d e r  

c o r r e c t i o n  d i d  n o r  a f f e c t  t h e  a v e r a g e .  When w e  u s e d  o u r  1 9 8 0  

i n c o m e  w e i g h t s  f o r  d i v i d e n d s  t h e  G a l p e r / T o d e r  c o r r e c t i o n  l e a d s  

t o  a h i g h e r  a v e r a g e  m a r g i n a l  t a x  r a t e .  W h i l e  o u r  p u r p o s e  

h e r e  i s  n o t  t o  d e v i s e  t h e  a p p r o p r i a t e  w e i g h t s ,  t h e  a n a l y s i s  

b y  G a l p e r  a n d  T o d e r  d o e s  n o t  s u g g e s t  t h a t  t a x  p r e f e r e n c e  items 

s y s t e m a t i c a l l y  l o w e r  a v e r a g e  m a r g i n a l  t a x  r a t e s .  T h e i r  a n a l y s i s  

c e r t a i n l y  w a r r a n t s  m e r i t  a n d  s h o u l d  b e  e x t e n d e d .  

Now r e l a t e  t h e  a n a l y s i s  o f  G a l p e r  a n d  T o d e r  m o r e  f u l l y  

t o  t h e  e s t i m a t i o n  o f  e f f e c t i v e  t a x  r a t e s  o n  t o t a l  p e r s o n a l  i n c o m e ,  

l a b o r  i n c o m e ,  a n d  c a p i t a l  i n c o m e .  Tax p r e f e r e n c e  i t e m s  c a n  

l o w e r  e f f e c t i v e  t a x  r a t e s ,  e s p e c i a l l y  among p a r t i c u l a r  h o u s e h o l d s .  

One m u s t  a c c o u n t  f o r ,  h o w e v e r ,  t h e  d i m i n i s h i n g  b e f o r e - t a x  r e t u r n s  

f r o m  a d d i t i o n a l  h o l d i n g s  o f  t h e  a s s e t s .  W i t h  r e g a r d  t o  e f f e c t i v e  

t a x  r a t e s  o n  c a p i t a l  i n c o m e ,  t h e  w e i g h t i n g  s c h e m e  u s e d  t o  a v e r a g e  

m a r g i n a l  t a x  r a t e s  i s  i m p o r t a n t .  I n  t h a t  c a p i t a l  i n c o m e  

c o m p r i s e s  p a r t  o f  t o t a l  p e r s o n a l  i n c o m e ,  t a x  p r e f e r e n c e  i t ems  

c a n  a f f e c t  e f f e c t i v e  t a x  r a t e s  o n  t o t a l  p e r s o n a l  i n c o m e .  

Now c o n s i d e r  w h e t h e r  t a x  p r e f e r e n c e  i t e m s  s h o u l d  a f f e c t  

e s t i m a t e s  o f  t h e  e f f e c t i v e  t a x  r a t e  or. l a b o r  i n c o m e .  R e c i p i e n t s  

o f  l a b o r  i n c o m e  e x p e n d  o n  a v e r a g e  a n d  a t  t h e  m a r g i n  i n c o m e  f o r  

t a x  p r e f e r e n c e  i t e m s  s u c h  as h o u s i n g ,  a n d  t a x  t r e a t m e n t  o f  

t h e s e  g o o d s  l o w e r  r e l a t i v e  p r i c e s .  S i n c e  t h e  p r e s e n t  s t u d y  

r e l a t e s  i n c o m e  t o  f a c t o r  i n p u t s , - ; i e  r e l a t e  t h e  e x p e n d i t u r e ' o f  
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i n c o m e  o n  o u t p u c  t o  t h e  a f t e r - t a x  demand f o r  l a b o r .  The p r e -  

f e r e n t i a l .  t a x  t r e a t m e n t  g i v e n  h o u s i n g ,  a s  an e x a m p l e ,  i n c r e a s e s  

t h e  demand f o r  l a b o r ,  j u s t  a s  i t  d o e s  f o r  c a p i t a l ,  t o  p r o d u c e  t h i s  

a s s e t  t h u s  r a i s i n g  t h e  p r i c e  o f  l a b o r  t o  o t h e r  a c t i v i t i e s .  One 

c a n  t h u s  p r o c e e d  w i t h  a G a f p e r / T o d e r  t y p e  a n a l y s i s  o f  t h e  e f f e c t i v e  

tax r a t e  on labor i n c o m e .  A g a i n ,  a l t h o u g h  d i s t r i b u t i o n a l  e f f e c t s  

a r e  p r e s e n t ,  i t  i s  q u e s t i o n a b l e  w h e t h e r  a v e r a g e  m a r g i n a l  t a x  r a t e s  

will b e  a f f e c t e d .  

As a final c o n s i d e r a t i o n  w i t h  r e g a r d  t o  t a x  p r e f e r e n c e  

i t e m s ,  t h i n k  o f  a h y p o t h e t i c a l  c a s e  w h e r e  a n o n - d u r a b l e  consump- 

t i o n  good  i s  f a v o r e d .  I n  r e a l i t y  s u c h  i t e m s  a r e  r e l a t i v e l y  

i n s i g n i f i c a n t  i n  t h e  U n i t e d  S t a t e s  a n d  o t h e r  a d v a n c e d  e c o n o m i e s  

w i t h  r e g a r d  t c  t a x  p r e f e r e n c e s .  I f  e x p e n d i t u r e s  on t h e s e  g o o d s  

i n c r e a s e d  a t  t h e  m a r g i n ,  w e  would c o n c e d e  t h a t  e s t i m a t e s  o f  

e f f e c t i v e  t a x  r a t e s  on  t o t a l  p e r s o n a l  i n c o m e ,  l a b o r  i n c o m e ,  

a n d  c a p i t a l  i n c o m e  s h o u l d  b e  a d j u s t e d .  We j u s t  q u e s t i o n  t h e  

r e l e v a n c e  o f  t h i s  case .  

Most t a x  p r e f e r e n c e  i t e m s  r e p r e s e n t  c a p i t a l  g o o d s .  W h i l e  

w e  e n c o u r a g e  d e v e l o p m e n t  o f  a n a l y s i s  b y  G a l p e r  a n d  T o d e r ,  s u c h  

d e v e l o p m e n t  i s  n o t  a p u r p o s e  i n  t h e  p r e s e n t  s t u d y .  T h e r e f o r e  

some r u l e  o f  thumb t r e a t m e n t  o f  p a r t i c u l a r  a s s e t s  t h a t  y i e l d  

c a p i t a l  i ncome  w i l l  b e  made .  A s  a n  e x a m p l e ,  w e  e x c l u d e  i n t e r e s t  

i n c o m e  f r o m  m u n i c i p a l  b o n d s  when a p p l y i n g  t h e  a v e r a g e  m a r g i n a l  

t a x  r a t e  on i n t e r e s t  i n c o m e .  A s s u m p t i o n s  o f  t h i s  t y p e  w i l l  

h a v e  l i t t l e  e f f e c t  on  t h e  r e s u l t s .  The  a r g u m e n t  t h a t  t a x  p r e -  

f e r e n c e  i t e m s  s h o u l d  a f f e c t  e s t i m a t i o n  o f  e f f e c t i v e  t a x  r a t e s  

on labor i n c o m e  i s  e v e n  more  r emoved  a n d  w i l l  n o t  r e c e i v e  a t t e n t i o n .  
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Income  V e r s u s  S u b s t i t u t i o n  E f f e c t s  

T u r n i n g  t o  a n o t h e r  i s s u e ,  Hausman ( 1 9 8 1 )  i s  among a 

g r o u p  o f  l a b o r  e c o n o m i s t s  who h a v e  r e c e n t l y  i n t e g r a t e d  p i e c e w i s e  

l i n e a r  b u d g e t  c o n s t r a i n t s  i n t o  t h e  e m p i r i c a l  a n a l y s i s  o f  l a b o r  

s u p p l y .  The b u d g e t  c o n s t r a i n t  r e l e v a n t  t o  t h e  l a b o r - l e i s u r e  

t r a d e o f f  i s  p i e c e w i s e  l i n e a r  b e c a u s e  o f  p r o g r e s s i v e  i n d i v i d u a l  

i n c o m e  t a x  s c h e d u l e s .  O v e r t i m e  w a g e s  a r e  a n o t h e r  p o s s i b l e  

s o u r c e  t h a t  c a n  c a u s e  e n d o g e n e i t y  b e t w e e n  h o u r s  o f  work  a n d  t h e  

a f t e r - t a x  wage  r a t e  r e c e i v e d  by  t h e  w o r k e r .  

Hausman ' s  a n a l y s i s  h o l d s  s p e c i a l  i m p l i c a t i o n s  f o r  c h a n g e s  

i n  t a x  r a t e s  among p a r t i c u l a r  i ncome  s e g m e n t s .  A c h a n g e  i n  a 

m a r g i n a l  t a x  r a t e  f o r  o n e  income  s e g m e n t  e n t a i l s  n o  c h a n g e  i n  

t a x  l i a b i l i t i e s  f o r  l o w e r - i n c o m e  s e g m e n t s  a n d  i n f r a m a r g i n a l  

c h a n g e s  i n  t a x  r a t e s  f o r  h i g h e r - i n c o m e  s e g m e n t s .  i n  o t h e r  w o r d s ,  

h i g h e r - i n c o m e  s e g m e n t s  a r e  o n l y  s u b j e c t  t o  a n  i n c o m e  e f f e c t .  

A l t h o u g h  a n a l y s i s  i n v o l v i n g  p i e c e w i s e  l i n e a r  b u d g e t  con-  

s t r a i n t s  h a s  n o t  b e e n  a p p l i e d  t o  c a p i t a l  h o l d i n g s ,  s u c h  a n  

a n a l y s i s  c o u l d  b e  p e r f o r m e d .  In l i g h t  o f  p i e c e w i s e  l i n e a r  

b u d g e t  c o n s t r a i n t s ,  o n e  c o u l d  * a r g u e  t h a t  a v e r a g e  m a r g i n a l  t a x  

r a t e s  s h o u l d  n o t  b e  computed  a n d  t h a t  t h e  income  a n d  s u b s t i t u t i o n  

e f f e c t s  a s s o c i a t e d  w i t h  e a c h  i n c o m e  g r o u p  s h o u l d  b e  e x p l i c i t l y  

c o n s i d e r e d .  I n  t h e  p r e s e n t  s t u d y  t h e  c o n c e p t  of  a n  a v e r a g e  

m a r g i n a l  t a x  r a t e  w i l l  b e  r e t a i n e d .  A t t e n t i o n  now t u r n s  t o  

t h i s  c o n c e p t  i n  l i g h t  o f  Hausman ' s  a n a l y s i s .  
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F o r  t h e  p u r p o s e  o f  e x p o s i t i o n ,  c o n s i d e r  t h e  e x a m p l e  o f  a 

c u t  i n  t h e  m a r g i n a l  t a x  r a t e  a l o n g  a p a r t i c u l a r  i ncome  s e g m e n t .  

Assume t h a t  e a c h  d o l l a r  o f  g o v e r n m e n t  e x p e n d i t u r e  i s  v a l u e d  

a t  o n e  d o l l a r  b y  t h e  p u b l i c  a n d  t a x e s  f i n a n c e  g o v e r n m e n t  e x p e n -  

d i t u r e s .  Income r e c i p i e n t s  w i t h  t o t a l  i ncome  t h a t  d o e s  n o t  

r e a c h  t h e  p a r t i c u l a r  i n c o m e  s e g m e n t  w i l l  r e a l i z e  a loss o f  

i n - k i n d  i n c o m e  f rom t h e  d e c l i n e  i n  g o v e r n m e n t  s p e n d i n g  a s  w i l l  

t h e  h i g h e r - i n c o m e  r e c i p i e n t s .  Income r e c i p i e n t s  w i t h  t o t a l  

i ncome  t h a t  f a l l s  a l o n g  t h e  p a r t i c u l a r  i ncome  s e g m e n t  w i l l  

e x p e r i e n c e  a v e r y  s l i g h t  i n c r e a s e  i n  income  f r o m  t h e  t a x  c u t  

i t s e l f  b u t  more  i m p o r t a n t l y  a n  i n c r e a s e  i n  t h e  a f t e r - t a x  

wage  a t  t h e  m a r g i n  r e l e v a n t  t o  t h e  s u b s t i t u t i o n  e f f e c t .  

Income r e c i p i e n t s  w i t h  h i g h e r  i n c o m e s  w i l l  only e x p e r i e n c e  a n  

i n c r e a s e  i n  income  f r o m  t h e  t a x  c u t  i t s e l f .  

I s  t h e  u s e  of  a n  a v e r a g e  m a r g i n a l  t a x  r a t e  a p p r o p r i a t e  

i n  s u c h  a c a s e ?  The  e s t i m a t e  o f  t h i s  t a x  r a t e  w i l l  d e c l i n e  

b y  t h e  f a l l  i n  t h e  m a r g i n a l  t a x  r a t e  a l o n g  t h e  p a r t i c u l a r  i n c o m e  

s e g m e n t  t imes  t h e  s h a r e  o f  t o t a l  i ncome  e a r n e d  by  r e c i p i e n t s  

whos t o t a l  i n c o m e s  f a l l  a l o n g  t h e  s e g m e n t .  The c h a n g e  i n  t h e  

a v e r a g e  m a r g i n a l  t a x  r a t e  i s  t h e r e f o r e  a p p l i c a b l e  t o  a n a l y z i n g  

s u b s t i t u t i o n  e f f e c t s  f r o m  t h e  t a x  c u t  i f  a l l  o f  t h e  income  e f f e c t s  

c a n c e l .  We a c c e p t  t h i s  c o n d i t i o n  i n  l i g h t  o f  a l a c k  o f  e v i d e n c e  

s h o w i n g  t h a t  i ncome  e l a s t i c i t i e s  a s s o c i a t e d  w i t h  t h e  s u p p l y  

o f  f a c t o r  i n p u t s  c h a n g e  w i t h  income  l e v e l .  H o p e f u l l y  f u t u r e  

a n a l y s e s  w i l l  a d d r e s s  t h i s  a g g r e g a t i o n  q u e s t i o n  as  w e l l  a s  t h e  

d e t e r m i n a t i o n  o f  i ncome  e f f e c t s  a s s o c i a t e d  w i t h  c h a n g e s  i n  
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t a x  d e d u c t i o n s  a n d  c r e d i t s .  

T h i s  c o n c l u d e s  t h e  d i s c u s s i o n  of c o n c e p t u a l  p r o b l e m s  

a s s o c i a t e d  w i t h  t h e  e s t i m a t i o n  o f  e f f e c t i v e  t a x  r a t e s .  The  

f o l l o w i n g  s e c t i o n  d e s c r i b e s  t h e  p r o c e d u r e  u s e d  t o  e s t i m a t e  

e f f e c t i v e  t a x  r a t e s .  

ESTIMATION PROCEDURE 

F i r s t ,  f l o w  o f  f u n d s  a n a l y s i s  i s  u s e d  t o  e s t i m a t e  e f f e c t i v e  

t a x  r a t e s  on t h e  e a r n i n g s  o f  l a b o r  and  c a p i t a l .  A f t e r  t h e s e  

e s t i m a t e s  a r e  p r e s e n t e d ,  a d j u s t m e n t s  b a s e d  on f l o w  o f  f u n d s  

a n a l y s i s  a r e  c a l c u l a t e d  t o  a r r i v e  a t  e f f e c t i v e  t a x  r a t e s  on 

t h e  e a r n i n g s  o f  i n t e r n a t i o n a l l y  m o b i l e  c a p i t a l .  E s t i m a t e s  

a r e  c a l c u l a t e d  f o r  t h e  U n i t e d  S t a t e s  i n  1 9 6 0 ,  1 9 6 5 ,  1 9 7 0 ,  

1 9 7 5 ,  and  1 9 8 0 .  E s t i m a t e s  u s i n g  t h e  same a p p r o a c h  f o r  t h e  

U n i t e d  Kingdom, F r a n c e ,  West Germany,  and  J a p a n  i n  1 9 7 0 ,  1 9 7 3 ,  

a n d  1977 a r e  a l s o  r e p o r t e d .  Of t h e s e  l a t t e r  e s t i m a t e s ,  t h o s e  

r e l a t i n g  t o  l a b o r  a n d  c a p i t a l  a l s o  a p p e a r  i n  T o l l e y  and  S h e a r  

( 1 9 8 4 ) .  I n  a l l  o f  t h e  a n a l y s e s ,  t a x e s  a t  a l l  l e v e l s  o f  g o v e r n m e n t ,  

f e d e r a l ,  s t a t e ,  a n d  m u n i c i p a l  a r e  c o n s i d e r e d .  

The  i n c o m e  b a s e  f r o m  w h i c h  t h e  income  s h a r e s  o f  l a b o r  

a n d  c a p i t a l  a r e  e s t i m a t e d  i s  n e t  n a t i o n a l  p r o d u c t  ( N N P ) .  

From NNP t h e  b e f o r e - t a x  ( r e a l )  r e t u r n s  a r e  e s t i m a t e d ,  t h e r e f o r e  

a l l  t a x e s  a r e  s t a t e d  i n  r e l a t i o n  t o  t h e  b e f o r e - t a x  r e t u r n s .  

The e s t i m a t e s  of  t h e  b e f o r e - t a x  ( r e a l )  r e t u r n s  t o  l a b o r  a n d  

c a p i t a l  u s e  t h e  f a c t o r  s h a r e  c a l c u l a t i o n s  o f  D e n i s o n  ( 1 9 6 7 )  

a n d  D e n i s o n  a n d  Chung ( 1 9 7 6 ) .  T h e  r e s p e c t i v e  s h a r e s  f o r  l a b o r  
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a n d  c a p i t a l  a r e  .84 amd .I6 f o r  t h e  U n i t e d  S t a t e s ,  . 8 2  and .18 

f o r  t h e  U n i t e d  Kingdom, . 7 9  a n d  . 2 1  f o r  F r a n c e ,  . 7 5  a n d  . 2 5  

f o r  West Germany ,  a n d  .73 a n d  . 2 7  f o r  J a p a n .  The r e s u l t i n g  

i n c o m e  s h a r e s ,  w h e t h e r  e x p r e s s e d  i n  d o l l a r s ,  p o u n d s ,  f r a n c s ,  

m a r k s ,  or y e n ,  r e p r e s e n t  t h e  d e n o m i n a t o r s  i n  t h e  e s t i m a t i n g  

e q u a e i o n s .  A I 1  c a l c u l a t i o n s  i n v o l v i n g  m a r g i n a l  t a x  r a t e s  a n d  

i n c o m e  s u b j e c t  t o  t hem a p p e a r  i n  t h e  n u m e r a t o r s  o f  t h e  e s t i m a t e d  

e q u a t i o n s .  A l l  t a x e s  e x c e p t  t h e  i n d i v i d u a l  i ncome  t a x  a r e  

t r e a t e d  a s  p r o p o r t i o n a l .  T h e r e f o r e ,  t a x  r e v e n u e  d a t a  c a n  b e  

u s e d  d i r e c t l y  i n  many o f  t h e  c a l c u l a t i o n s .  

S i n c e  t h e  i n d i v i d u a l  i n c o m e  t a x  r e c e i v e d  e x t e n s i v e  t r e a t m e n t  

a b o v e ,  c c ~ n s i d e r  i t  f i r s t .  T h e  a p p r o a c h  is s i m i l a r  t o  t h o s e  

o f  W r i g h t  ( 1 9 6 9 )  a n d  B a r r o  a n d  S a h a s a k u l  ( 1 9 8 3 ) .  F o r  e a c h  i n c o m e  

s e g m e n t  t h e  p a r t i a l  d e r i v a t i v e  o f  t a x  p a y m e n t s  w i t h  r e s p e c t  

t o  t a x a b l e  i n c o m e  i s  c a l c u l a t e d .  

S t a t i s t i c s  of  Income  r e c o r d s  a v e r a g e  t a x  l i a b i l i t i e s  

arid a m o u n t s  o f  s p e c i f i c  c o m p o n e n t s  of i ncome  e a r n e d  f o r  e a c h  

a d j u s t e d  g r o s s  i n c o m e  c l a s s .  T a x  r a t e s  f rom t h e  t a x  t a b l e s  

a p p l y  t o  t a x a b l e  i n c o m e  w h i c h  i s  l e s s  t h a n  a d j u s t e d  g r o s s  i n c o m e .  



F u r t h e r m o r e ,  tax ra tes  f r o m  t a x  t a b l e s  d e p e n d  o n  w h e t h e r  a 

s i n g l e  or j o i n t  r e t u r n  i s  f i l e d .  One c o u l d  u s e  t a x  r a t e s  f r o m  

tax t a b l e s  a n d  make a s s u m p t i o n s  c o n c e r n i n g  p e r c e n t a g e s  o f  

r e c i p i e n t s  f i l i n g  s i n g l e  o r  j o i n t  r e t u r n s  a n d  t h e  d i c h o t o m y  

b e t w e e n  a d j u s t e d  ~ K O S S  i ncome  a n d  t a x a b l e  i n c o m e .  

This s t u d y  makes  an  a l t e r n a t i v e  b u t  c l o s e l y  r e l a t e d  c a l -  

c u l a t i o n .  S t a t i s t i c s  o f  Income  also r e p o r t s  i ncome  s u b j e c t  

t o  e a c h  m a r g i n a l  t a x  r a t e  f o r  each a d j u s t e d  g r o s s  i n c o m e  c l a s s .  

F o r  e a c h  a d j u s t e d  g r o s s  i n c o m e  c l a s s ,  t h e  t o p  m a r g i n a l  t a x  r a t e  

i s  c h o s e n  as b e i n g  m o s t  a p p l i c a b l e  t o  a n  e x t r a  d o l l a r  o f  i n c o m e .  

R e t u r n s  c o ~ s t i t u t i n g  o u t l i e r s  a r e  e x c l u d e d .  F o r  e a c h  a v e r a g e  

m a r g i n a l  t a x  r a t e ,  t h e  sum o f  p r o d u c t s  i s  c a l c u l a t e d .  Each  

p r o d u c t  e q u a l s  t h e  m a r g i n a l  t a x  r a t e  f o r  t h e  a d j u s t e d  g r o s s  i n c o m e  

c l a s s  t i m e s  t h e  s h a r e  o f  t h e  s p e c i f i c  componen t  o f  i ncome  ( e . g . ,  

w a g e s  a n d  s a l a r i e s ,  d i v i d e n d s ,  i n t e r e s t ,  e t c . )  e a r n e d  by  r e c i p i e n t s  

i n  t h e  a d j u s t e d  g r o s s  income  c l a s s .  

I n d i v i d u a l  I n c o m e  Tax 

Due t o  t h e  p r o g r e s s i v i t y  o f  t h e  i n d i v i d u a l  i ncome  t a x ,  

a v e r a g e  m a r g i n a l  t a x  r a t e s  a r e  c a l c u l a t e d  f o r  e a c h  d o l l a r  o f  

e a r n i n g s .  L a b o r  i n c o m e  i n c l u d e s  w a g e s  a n d  s a l a r i e s  a n d  e s t i m a t e s  

o f  t h e  l a b o r  s h a r e  of  p r o p r i e t o r s '  i n c o m e .  C a p i t a l  i n c o m e  

i n c l u d e s  d i v i d e n d ,  i n t e r e s t ,  r e n t a l ,  a n d  c a p i t a l ' s  s h a r e  o f  

p r o p r i e t o r s '  i n c o m e .  T h e  r e s p e c t i v e  s h a r e s  of  p r o p r i e t o r s '  

i n c o m e  a l l o c a t e d  t o  l a b o r  and  c a p i t a l  a re  6 3  a n d  3 7  p e r c e n t  
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f o r  t h e  U n i t e d  S t a t e s ,  t h e  U n i t e d  Kingdom, F r a n c e ,  a n d  West 

Germany a n d  89 a n d  11 p e r c e n t  i n  J a p a n .  T h e s e  e s t ima tes  a r e  

f r o m  D e n i s o n  ( 1 9 6 7 )  a n d  D e n i s o n  a n d  Chung ( 1 9 7 6 ) .  

In t h e  U n i t e d  Kingdom, F r a n c e ,  a n d  West Germany,  i n d i v i d u a l s  

r e c e i v i n g  d i v i d e n d s  r e c e i v e  a t a x  c r e d i t  ( i . e . >  a n  i m p u t a t i o n )  

i n  p a y i n g  p e r s o n a l  i ncome  t a x e s  b a s e d  on  t a x e s  p a y e d  by  t h e  

c o r p o r a t i o n .  The  i m p u t a t i o n  l o w e r s  t h e  e f f e c t i v e  t a x  r a t e  o n  

d i v i d e n d  i n c o m e  f r o m  t h e  i n d i v i d u a l  i n c o m e  t a x .  

A v e r a g e  m a r g i n a l  t a x  r a t e s  f o r  t h e  U n i t e d  S t a t e s  c a l c u l a t e d  

f r o m  S t a t i s f i c s  o f  Income a p p e a r  b e l o w .  

1980 
_.__ 

E960 I 9 6 5  1 9  70  1 9 7 5  - 
L a b o r  27 31 3 3  3 6  42 
D i v i d e n d  5 5  51 5 3  5 4  5 8  
I n t e r e s t  37  36 3 8  40  46 

I n  t h e  c a l c u l a t i o n s  f o r  l a b o r ,  3 p e r c e n t  i s  a d d e d  f o r  s t a t e  

a n d  m u n i c i p a l  t a x e s .  The c o r r e s p o n d i n g  a d d i t i o n s  f o r  d i v i d e n d s  

a n d  i n t e r e s t  i s  5 p e r c e n t .  The same a v e r a g e  m a r g i n a l  t a x  

r a t e  i s  u s e d  f o r  i n t e r e s t ,  r e n t a l ,  a n d  p r o p r i e t o r s '  i ncome  

b a s e d  on  t h e  s i m i l a r i t y  o f  t h e i r  d i s t r i b u t i o n s  among e a r n e r s  

o f  d i f f e r e n t  m a r g i n a l  t a x  b r a c k e t s .  The  f i g u r e s  s u g g e s t  t h a t  

b r a c k e t  c r e e p ,  w h e t h e r  c a u s e d  by  r i s i n g  r e a l  i n c o m e s  o r  inflation, 

i s  m o s t  n o t i c e a b l e  f o r  l a b o r  a n d  i n t e r e s t  e a r n i n g s .  

A s  a n  a d d e d  n o t e  o f  i n t e r e s t ,  t h e  O f f i c e  o f  Tax A n a l y s i s  

a t  t h e  U.S. D e p a r t m e n t  o f  t h e  T r e a s u r y  e s t i m a t e d  a n  a v e r a g e  

m a r g i n a l  t a x  r a t e  on l a b o r  income  f o r  u s  G s i n g  t h e  T r e a s u r y  

Tax Mode l .  The  m o d e l  i s  b a s e d  o n  a s a m p l e  o f  i n d i v i d u a l  



i n c o m e  t a x  r e t u r n s  a n d  o n l y  i n c l u d e s  f e d e r a l  i n d i v i d u a l  i n c o m e  

t a x e s .  The  m o d e l  was r u n  on 1 9 8 2  i n c o m e  r e t u r n s  u s i n g  1 9 8 4  

t a x  law. The  e s t i m a t e  came t o  2 6  p e r c e n t .  How d o e s  t h i s  c o m p a r e  

t o  o u r  42 p e r c e n t  e s t i m a t e  f o r  1 9 8 0  p r i o r  t o  t h e  R e a g a n  t a x  

c u t s ?  F i r s t  s u b t r a c t  3 p e r c e n t  a t t r i b u t a b l e  t o  s t a t e  a n d  

m u n i c i p a l  t a x e s .  S e c o n d ,  t h e  T r e a s u r y  Tax Model  u s e s  a p r o c e d u r e  

s i m i l a r  t o  o u r s ,  b u t  i t  d o e s  n o t  r e l y  o n  t h e  a g g r e g a t e d  f o r m  

o f  d a t a  i n  S t a t i s t i c s  o f  Income .  F o r  t h e  1 9 7 0 s  t h i s  m o d e l  

makes  p r e d i c t i o n s  a b o u t  3 p e r c e n t  b e l o w  o u r s .  S u b t r a c t i n g  t h i s  

3 p e r c e n t  l eaves  o u r  e s t i m a t e  a t  3 6  p e r c e n t .  T h e r e f o r e ,  c h a n g e s  

b e t w e e n  1 9 8 0  a n d  1 9 8 4  t a x  l a w  a r e  a t t r i b u t e d  t o  a 1 0  p e r c e n t  

f a l l  i n  t h e  a v e r a g e  m a r g i n a l  t a x  r a t e  on  l a b o r  income  f r o m  

36 t o  2 6  p e r c e n t .  

F o r  t h e  o t h e r  f o u r  c o u n t r i e s ,  s e c o n d a r y  s o u r c e s  a r e  u s e d  

t o  c a l c u l a t e  a v e r a g e  m a r g i n a l  t a x  r a t e s  f o r  t h e  p e r i o d  of  t h e  

1 9 7 0 s .  T h e s e  s o u r c e s  i n c l u d e  p u b l i c a t i o n s  by  O E C D  ( 1 9 8 1 a ,  1 9 8 1 b )  

B a s e d  o n  i n f o r m a t i o n  i n  Kay a n d  King  ( 1 9 7 8 ) ,  i t  a p p e a r s  t h a t  

i n d i v i d u a l  i n c o m e  t a x  r a t e s  i n  t h e  U n i t e d  Kingdom a r e  c o m p a r a b l e  

t o  t h o s e  i n  t h e  U n i t e d  S t a t e s ,  b u t  t a x  r a t e s  i n  West Germany 

t e n d  t o  b e  h i g h e r  a n d  t h e  s c h e d u l e  more  p r o g r e s s i v e .  B a s e d  

on P r i c e  W a t e r h o u s e  ( 1 9 7 6 )  i n f o r m a t i o n ,  i n d i v i d u a l  i ncome  t a x  

r a t e s  a r e  l o w e r  i n  F r a n c e  a n d  J a p a n .  F u r t h e r m o r e ,  i n f o r m a t i o n  

i n  H a y a s h i  ( 1 9 7 8 )  i n d i c a t e s  t h a t  f a v o r a b l e  t r e a t m e n t  o f  d i v i d e n d  

a n d  i n t e r e s t  i n c o m e  by t h e  i n d i v i d u a l  i ncome  t a x  i n  J a p a n  

c a u s e s  e x t r e m e l y  l o w  a v e r a g e  m a r g i n a l  t a x  r a t e s .  Use o f  t h e s e  
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i n f o r m a t i o n  s o u r c e s  l e a d  t o  t h e  f o l l o w i n g  e s t ima tes  f o r  a v e r a g e  

m a r g i n a l  t a x  r a t e s .  

U n i t e d  West 
Kingdom P r a n c e  Germany S a p a n  

L a b o r  3 1  30 4 5  
D i v i d e n d s  60  3 3  60  
I n t e r e s t  4 0  30 50 

20 
5 
5 

F r a n c e  h a d  a n  i m p u t a t i o n  s y s t e m  w i t h  r e g a r d  t o  d i v i d e n d s  

t h r o u g h o u t  t h e  1970s. T h e  U n i t e d  Kingdom i m p l e m e n t e d  a n  impu- 

t a t i o n  s y s t e m  r e l e v a n t  t o  o u r  1 9 7 3  a n d  1 9 7 7  e s t i m a t e s  a n d  

West Germany i m p l e m e n t e d  o n e  r e l e v a n t  t o  o u r  1 9 7 7  e s t i m a t e s .  

I n  a l l  t h r e e  c o u n t r i e s ,  a t a x  c r e d i t  i s  a l l o w e d  i n  c a l c u l a t i n g  

i n d i v i d u a l  i n c o m e  t a x  l i a b i l i t i e s ,  w i t h  i n d i v i d u a l  i ncome  

g r o s s e d  up  by  t h e  amoun t  o f  t h e  t a x  c r e d i t .  S i n c e  t h e s e  c r e d i t s  

a p p l y  t o  d i v i d e n d s  f r o m  p a s t  a n d  f u t u r e  i n v e s t m e n t  p r o j e c t s ,  

t h e  c h a n g e s  i n  t h e  U n i t e d  Kingdom a n d  West Germany a r e  n o t  

e x p e c t e d  t o  c r e a t e  b i a s e d  e s t i m a t e s  d u e  t o  t h e  f l o w  o f  f u n d s  

a p p r o a c h .  I n  F r a n c e  t h e  c r e d i t  i s  e q u i v a l e n t  t o  a r a t e  o f  

i m p u t a t i o n  o f  o n e - t h i r d ;  t h e r e f o r e  t h e  s u b t r a c t i o n  c a u s e s  a n  

a v e r a g e  m a r g i n a l  t a x  r a t e  of z e r o .  I n  t h e  U n i t e d  Kingdom 

t h e  r a t e  o f  i m p u t a t i o n  w a s  . 3 4  w h i c h  g i v e s  a n e t  t a x  r e d u c t i o n  

of . 4  t i m e s  . 3 4 / ( 1 - . 3 4 )  o r  2 0  p e r c e n t  t o  b e  s u b t r a c t e d  f r o m  t h e  

6 0  p e r c e n t  f i g u r e .  ( T h e  . 4  comes f r o m  t h e  1 0 0  p e r c e n t  m i n u s  

6 0  p e r c e n t  e q u a l  t o  4 0  p e r c e n t  of t h e  t a x  c r e d i t  n o t  s u b j e c t  

t o  t a x . )  The  r a t e  of i m p u t a t i o n  i n  West Germany w a s  3 6 / 6 4 ,  

a n d  . 4  t i m e s  3 6 / 6 4  e q u a l s  2 3  p e r c e n t .  T h e r e f o r e ,  6 0  p e r c e n t  

m i n u s  2 3  p e r c e r - t  l e a d s  t o  use of  a 3 7  p e r c e n t  a v e r a g e  m a r g i n a l  

t a x  r a t e .  
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T h e  e s t i m a t e d  a v e r a g e  m a r g i n a l  t a x  r a t e  m e a s u r e s  a r e  t h e n  

m u l t i p l i e d  b y  t h e i r  r e s p e c t i v e  i n c o m e  l e v e l s  r e p o r t e d  i n  t h e  

N a t i o n a l  I n c o m e  A c c o u n t s  r e p o r t e d  b y  t h e  U n i t e d  N a t i o n s .  

F o r  t h e  U n i t e d  S t a t e s ,  a n  e s t i m a t e  o f  i n t e r e s t  i n c o m e  f r o m  

m u n i c i p a l  b o n d s  w a s  s u b t r a c t e d  f r o m  t o t a l  i n t e r e s t  i n c o m e ,  

b u t  t h e  e f f e c t  on  t h e  e s t i m a t e s  i s  l e s s  t h a n  o n e  p e r c e n t .  

C o r p o r a t e  I n c o m e  T a x  

D i f f e r e n c e s  b e t w e e n  f l o w  o f  f u n d s  a n d  c o s t  of c a p i t a l  

a p p r o a c h e s  w i t h  r e g a r d  t o  c o r p o r a t e  i n c o m e  t a x a t i o n  h a v e  b e e n  

p r e v i o u s l y  d i s c u s s e d .  T h e  f l o w  o f  f u n d s  a p p r o a c h  u s e d  h e r e  

d e p e n d s  o n  f o u r  a s s u m p t i o n s .  F i r s t ,  i t  i s  a s s u m e d  t h a t  e a c h  

c o r p o r a t i o n ' s  a v e r a g e  a n d  m a r g i n a l  t a x  r a t e s  a r e  e q u a l .  

(We a s s u m e  t h a t  t h e  e f f e c t  o f  t h e  l o w e r  t a x  r a t e s  o n . t h e  f i r s t  

$100,090 o f  i n c o m e  i s  s n a l l . )  

S e c o n d ,  i t  i s  a s s u m e d  t h a t  a t  t h e  m a r g i n  a c o r p o r a t i o n ' s  

f o r m  o f  f i n a n c i n g  i s  t h e  s a m e  a s  i t  i s  o n  i n f r a m a r g i n a l  i n v e s t m e n t s .  

T h i r d ,  i t  i s  a s s u m e d  t h a t  a n y  o n e  d o l l a r  i n c r e a s e  i n  c a p i t a l  

i n c o m e  w i l l  b e  d i s t r i b u t e d  among n o n - c o r p o r a t e  e n t e r p r i s e s  

a n d  c o r p o r a t i o n s  w i t h  d i f f e r e n t  d e b t  t o  e q u i t y  r a t i o s  i n  t h e  

same p r o p o r t i o n  a s  e x i s t i n g  c a p i t a l  i n c o m e .  F o u r t h ,  i t  i s  

a s s u m e d  t h a t  t h e  i n c i d e n c e  o f  t h e  c o r p o r a t e  i n c o m e  t a x  is on  

c a p i t a l .  T h e  f i r s t  two a s s u m p t i o n s  a r e  n e c e s s a r y  t o  u s e  

i n d i v i d u a l  f i r m  t a x  r e v e n u e  d a t a  t o  c o m p u t e  m a r g i n a l  t a s  r a t e s .  

T h e  t h i r d  a s s u m p t i o n  i s  n e c e s s a r y  t o  r e t a i n  t h e  a p p r o p r i a t e  

w e i g h t s  i n  t h e  a g g r e g a t i o n  p r o c e s s .  T h e  f o u r t h  a s s u m p t i o n  i s  
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n e c e s s a r y  t o  a t t r i b u t e  t h e s e  t a x e s  t o  c a p i t a l  e a r n i n g s .  

T h e r e f o r e  c o r p o r a t e  i n c o m e  t a x  l i a b i l i t i e s  are a d d e d  t o  t a x e s  

o n  c a p i t a l .  A l l  t a x  r e v e n u e  d a t a  i n  t h i s  s t u d y  a r e  p u b l i s h e d  

b y  OECD ( 1 9 7 9 ,  198Pa). 

T h i s  c a l c u l a t i o n  is l e s s  p r e c i s e  f o r  t h e  U n i t e d  Kingdom,  

West Germany ,  a n d  J a p a n .  I n  t h e  U n i t e d  Kingdom,  c a p i t a l  g o o d s  

e l i g i b l e  f o r  e x p e n s i n g  w e r e  i n c r e a s i n g  o v e r  t h e  1960s and  1970s. 

T h e r e f o r e ,  e s t i m a t e s  f o r  t h e  U n i t e d  Kingdom a r e  l i k e l y  t o  b e  

b i a s e d  u p w a r d  a n d  c h a n g e s  o v e r  t h e  1970s a r e  l i k e l y  t o  b e  b i a s e d  

downward i n  a b s o l u t e  t e r m s .  . -  

P a y r o l l  a n d  S o c i a l  S e c u r i t y  T a x e s  

T h e s e  t a x e s  a r e  t r e a t e d  a s  p r o p o r t i o n a l  t a x e s  on  l a b o r  

e a r n i n g s .  F o r  t h e  h i g h e r  e s t i m a t e s  w h e r e  s o c i a l  s e c u r i t y  i s  

t r e a t e d  p u r e l y  a s  a t a x ,  t h e  e n t i r e  c o m p o n e n t  o f  t a x  r e v e n u e  

i s  a d d e d  t o  t a x e s  on l a b o r .  T o  a c c o u n t  f o r  t h e  e x t e n t  t o  w h i c h  

s o c i a l  s e c u r i t y  may b e  v i e w e d  a s  d e f e r r e d  s a v i n g  o r  r e g r e s s i v e  

t a x  r a t e s  c a u s e  m a r g i n a l  tax r a t e s  t o  l i e  b e l o w  a v e r a g e  t a x  

r a t e s ,  f o r  t h e  i n t e r m e d i a t e  e s t i m a t e s  h a l f  of t h e  c o m p o n e n t  

o f  t a x  r e v e n u e  i s  a d d e d .  
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S a l e s ,  E x c i s e ,  Value-Added a n d  P r o p e r t y  T a x e s  

S a l e s ,  e x c i s e ,  a n d  v a l u e - a d d e d  t a x e s  a r e  t a x e s  o n  o u t p u t  

a n d  a r e  t r e a t e d  as  p r o p o r t i o n a l  t a x e s .  The  c a l c u l a t i o n  t r e a t s  

an x p e r c e n t  , tax on  o u t p u t  as e q u i v a l e n t  t o  a n  x p e r c e n t  t a x  

O R  l a b o r  a n d  c a p i t a l  i n p u t s .  Tax r e v e n u e s  a r e  a l l o c a t e d  i n  

p r o p o r t i o n  t o  s h a r e s  i~ NNP. 

W i t h  r e g a r d  60 c o n s u m p t i o n  b a s e d  o u t p u t  t a x e s ,  a d i s t i n c t i o n  

muse b e  made b e t w e e n  t a x e s  on  e x i s t i n g  c a p i t a l  a n d  t a x e s  on  

f l o w s  o f  s a v i n g .  When a d o l l a r  i s  t r a n s f e r e d  f r o m  c o n s u m p t i o n  

t o  s a v i n g ,  t a x  l i a b i l i t i e s  f r o m  t h e s e  t a x e s  f a l l .  T h e r e f o r e ,  

t h e  a d d i t i o n  t o  t a x e s  on  c a p i t a l  s h o u l d  n o t  b e  a d d e d  t o  t a x e s  

on s a v i n g  i f  t h e  P a t t e r  c a l c u l a t i o n  i s  made.  

C o n t r o v e r s y  i s  p r e s e n t  c o n c e r n i n g  t h e  i n c i d e n c e  of  p r o p e r t y  

t axes  on  h o u s i n g  a n d  r e a l  e s t a t e .  Some a n a l y s t s  v i e w  them a s  

u s e r  f e e s ,  o t h e r s  v i e w  them as e x c i s e  t a x e s ,  a n d  s t i l l  o t h e r s  

v iew them as  t a x e s  on c a p i t a l .  I n  t h i s  s t u d y  t h e y  a r e  t r e a t e d  

t h e  same as  e x c i s e  t a x e s .  

C a p i t a l  G a i n s  Tax  

I n  a n o n - i n f l a t i o n a r y  economy,  c a p i t a l  g a i n s  t a x a t i o n  

g r a n t s  d e f e r e d  t a x  p a y m e n t s  a t  a p r e f e r e d  t a x  r a t e .  B a i l e y  

( 1 9 6 9 )  f i n d s  t h a t  t h e  p r e s e n t  v a l u e  e q u i v a l e n t  o f  t h e  e f f e c t i v e  

t a x  r a t e  on  c a p i t a l  g a i n s  a c c r u a l s  i s  l e s s  t h a n  8 p e r c e n t .  

I n  t h i s  s t u d y  r e t e n t i o n s  a r e  t r e a t e d  a s  i f  t h e y  l e a d  t o  c a p i t a l  

g a i n s  w h i c h  B a i l e y  c o n s i d e r s  a good f i r s t ' a p p r o x i m a t i o n .  

T h e  U n i t e d  S t a t e s ,  t h e  U n i t e d  Kingdom, F r a n c e ,  a n d  West Germany 

h a v e  s i m i l a r  t a x  p r o v i s i o n s  w i t h  r e g a r d  t o  c a p i t a l  g a i n s  t a x a t i o n .  
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I n  t h e s e  c o u n t r i e s  8 p e r c e n t  o f  c o r p o r a t e  r e t a i n e d  e a r n i n g s  

a r e  a d d e d  t o  t a x e s  on c a p i t a l .  I n  J a p a n  c a p i t a l  g a i n s  a r e  t a x e d  

upon  r e a l i z a t i o n  a t  t h e  same r a t e  a s  o r d i n a r y  i n c o m e .  F o r  t h i s  

r e a s o n ,  PO p e r c e n t  of  r e t e n t i o n s  a r e  a d d e d .  T h e s e  a d d i t i o n s  

a d d  l e s s  t h a n  2 p e r c e n t  t o  t h e  o v e r a l l  e s t i m a t e s  i n  e a c h  

c o u n t r y .  

F e l d s t e i n  a n d  S l e m r o d  (1978) a n a l y z e  t h e  e f f e c t  of i n f l a t i o n  

on  c a p i t a l  g a i n s  t a x  l i a b i l i t i e s .  They  f i n d  t h a t  i n  1 9 7 3  

c a p i t a l  g a i n s  t a x  l i a b i l i t i e s  were n e a r l y  d o u b l e d  o v e r  w h a t  

t h e y  w o u l d  h a v e  b e e n  i n  t h e  a b s e n c e  o f  i n f l a t i o n .  I n  t h i s  

s t u d y ,  d u e  t o  t h e  s m a l l  p r o p o r t i o n  o f  c a p i t a l  e a r n i n g s  t h a t  

a r e  s u b j e c t  t o  c a p i t a l  g a i n s  t a x a t i o n ,  a n  i n f l a t i o n  a d j u s t m e n t  

w o u l d  h a v e  l i t t l e  e f f e c t  on t h e  r e s u l t s .  

L i k e w i s e ,  w e  a p p l i e d  a s i m i l a r  m e t h o d o l o g y  t o  e s t a t e  and  

i n h e r i t a n c e  t a x e s  a n d  t a x e s  on d i v i d e n d  a n d  i n t e r e s t  i n c o m e  

f r o m  a s s e t s  i n  p r i v a t e  p e n s i o n  f u n d s .  The a d d i t i o n s  a d d e d  

l e s s  t h a n  1 p e r c e n t  t o  t h e  e s t i m a t e s .  

Summary 

E s t i m a t e s  o f  e f f e c t i v e  t a x  r a t e s  o n  l a b o r ,  c a p i t a l ,  a n d  

s a v i n g  f o r  t h e  U n i t e d  S t a t e s  a p p e a r  b e l o w .  The e s t i m a t e s  f o r  

l a b o r  i n c o m e  r e p r e s e n t  t h e  h i g h e r  e s t i m a t e s  b a s e d  o n  t r e a t i n g  

s o c i a l  s e c u r i t y  a n d  p a y r o l l  t a x e s  p u r e l y  a s  a t a x .  
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- 1 9 6 0  1 9 6 5  1 9 7 0  1 9  75 1 9 8 0  

L a b o r  42 45 5 0  56 6 3  
C a p i t a l  65 6 1  6 2  6 2  7 8  
S a v i n g  55 5 1  5 2  52 68 

The  e s t ima tes  r e f l e c t  a n  upward  t r e n d  f o r  l a b o r  t a x a t i o n .  

C a p i t a l  a n d  saving t a x a t i o n  f e l l  i n  t h e  e a r l y  1 9 6 0 s  a n d  r e m a i n e d  

f a i r l y  c o n s t a n t  u n t i l  1 9 8 0 .  F u t u r e  a n a l y s e s  a r e  n e c e s s a r y  t o  

r e v e a l  i f  t h e  1 9 8 0  i n c r e a s e s  a r e  p e r m a n e n t  o r  t r a n s i t o r y .  

The  f i g u r e s  b e l o w  i l l u s t r a t e  t h e  m o r e  i m p o r t a n t  c o m p o n e n t s  

a d d e d  i n  r e a c h i n g  t h e  e s t i m a t e s .  

TAXES O N  LABOR 

1 9 6 0  1 9 6 5  1 9 7 0  1 9  75 1 9 8 0  

I n d i v i d u a l  Income 2 7  3 1  3 3  36  4 2  
S o c i a l  S e c u r i t y  5 5 7 PO 11 
Goods a n d  S e r v i c e s  6 6 6 5 5 
P r o p e r t y  4 3 4 5 5 

TAXES O N  CAPITAL 

1 9 6 0  1 9 6 5  1 9  70 1 9 7 5  1 9 8 0  

I n d i v i d u a l  Income  
D i v i d e n d  1 0  1 0  9 8 8 
I n t e r e s t  1 0  11 1 5  18 27 

C o r p o r a t e  I n c o n e  3 2  2 8  26 2 3  3 1  
Goods a n d  S e r v i c e s  6 6 6 5 5 
P r o p e r t y  4 3 4 5 5 

E s t i m a t e s  of  e f f e c t i v e  t a x  r a t e s  on  t h e  e a r n i n g s  o f  l a b o r  f o r  

t h e  o t h e r  f o u r  c o u n t r i e s  a p p e a r  b e l o w .  
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TAXES ON LABOR 

I970 
1973 
1 9 7 7  

U n i t e d  West 
Kingdom P r a n c e  Germany J a p a n  

60 63 78 3 4  
5 7  6 3  80 a5 
6 1  67 8 2  38  

The  f i g u r e s  b e l o w  a r e  a v e r a g e s  among t h e  t h r e e  y e a r s  

t o  i l l u s t r a t e  t h e  more  i m p o r t a n t  c o m p o n e n t s  a d d e d  t o  r e a c h  

t h e  a b o v e  e s t i m a t e s .  One c a n  e a s i l y  o b s e r v e  t h e  g r e a t e r  

U n i t e d  taes t 
Kingdom F r a n c e  Germany J a p a n  

I n d i v i d u a l  Income 3 1  3 0  45 2 0  
S o c i a l  S e c u r i t y  9 2 %  18  8 

i m p o r t a n c e  o f  s o c i a l  s e c u r i t y  in P r a n c e  a n d  West Germany.  

E s t i m a t e s  o f  e f f e c t i v e  t a x  r a t e s  on  t h e  e a r n i n g s  o f  c a p i t a l  

f o r  t h e s e  c o u n t r i e s  a p p e a r  b e l o w .  

TAXES O N  CAPITAL 

U n i t e d  West 
Kingdom F r a n c e  Germany J a p a n  

1 9 7 0  
1 9 7 3  
1 9 7 7  

6 2  4 8  4 8  3 5  
4 9  5 0  4 6  3 6  
5 0  4 8  4 7  2 9  

A g a i n  a v e r a g e s  o f  m a j o r  c o m p o n e n t s  a d d e d  a p p e a r  b e l o w .  
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U n i t e d  West 
Kingdom F r a n c e  Germany J a p a n  

I n d i v i d u a l  Income  18 1 4  2 2  2 
C o r p o r a t e  Income  16 1 2  9 1 8  

The r e s u l t s  a r e  of  p a r t i c u l a r  i n t e r e s t  w i t h  r e g a r d  t o  

U . S .  t a x  p o l i c y .  E f f e c t i v e  t a x  r a t e s  on  t h e  e a r n i n g s  o f  c a p i t a l  

a r e  h i g h e s t  i n  t h e  U.S., e s p e c i a l l y  when t h e  l i k e l y  o v e r e s t i m a t e s  

f o r  t h e  U n i t e d  Kingdom a r e  c o n s i d e r e d .  I n  l o o k i n g  a t  c h a n g e s  

i n  e f f e c t i v e  t a x  r a t e s  o v e r  t i m e  i n  t h e  U . S . ,  i t  a p p e a r s  t h a t  o u t s i d e  

o f  1 9 8 0  o n l y  t h e  e f f e c t i v e  t a x  r a t e  on l a b o r  h a s  b e e n  r i s i n g .  

I n  t e r n a  t i o n  a l l y  Mob i l e  Cap i t  a l  

One n e e d  only l o o k  a t  t h e  U . S .  b a l a n c e  of  p a y m e n t s  c a p i t a l  

a c c o u n t  t o  r e a l i z e  t h a t  l a r g e  f l o w s  o f  c a p i t a l  a c r o s s  n a t i o n a l  

b o u n d a r i e s  a r e  p r e s e n t .  S u c h  f l o w s  a r e  e v e n  more  i m p o r t a n t  

i n  a n a l y z i n g  s m a l l e r  n a t i o n a l  e c o n o m i e s .  I n t e r n a t i o n a l  c a p i t a l  

m o b i l i t y  b r e a k s  t h e  l i n k  b e t w e e n  d o m e s t i c  s a v i n g  a n d  i n v e s t m e n t  

I n  t e rms  o f  o u r  c a p i t a l  s t o c k  m o d e l ,  i n t e r n a t i o n a l  c a p i t a l  

m o b i l i t y  b r e a k s  t h e  l i n k  b e t w e e n  c a p i t a l  h e l d  b y  d o m e s t i c  

r e s i d e n t s  and  c a p i t a l  employed  i n  t h e  d o m e s t i c  economy.  

( R e s i d e n t s  h o l d  f i n a n c i a l  c a p i t a l  t h a t  r e p r e s e n t s  c l a i m s  on 
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e a r n i n g s  o f  p h y s i c a l  c a p i t a l . )  I n  s u c h  a w o r l d ,  c o n c e r n  

t u r n s  t o  t h e  e f f e c t i v e  t a x  r a t e  OR i n t e r n a t i o n a l  c a p i t a l .  

T a x  r e c i p r o c i t y  a g r e e m e n t s  b e t w e e n  c o u n t r i e s  r e p r e s e n t  

o n e  f a c t o r  c a u s i n g  t a x  r a t e s  on i n t e r n a t i o n a l  c a p i t a l  t o  d i f f e r  

f r o m  t a x  s a t e s  on d o m e s t i c  c a p i t a l .  I t  a p p e a r s  t h a t  m o s t  

m u l t i n a t i o n a l  c o r p o r a t i o n s  d o  n o t  p a y  c o r p o r a t e  income  t a x  

t o  t h e i r  home n a t i o n  on t h e i r  n o n - e x p r o p r i a t e d  f o r e i g n  e a r n i n g s .  

They  a r e  s u b j e c t  t o  c o r p o r a t e  t a x a t i o n ,  h o w e v e r ,  i n  t h e i r  

f o r e i g n  h o s t  n a t i o n s .  A number  of  t a x  r e c i p r o c i t y  a g r e e m e n t s  

i n c l u d i n g  a s y s t e m  o f  t a x  c r e d i t s  a l s o  g o v e r n  i n d i v i d u a l s  

w i t h  e a r n i n g s  f r o m  f o r e i g n  f i n a n c i a l  i n v e s t m e n t s .  I t  a p p e a r s  

t h a t  m o s t  i n d i v i d u a l s  a r e  s u b j e c t  t o  t h e i r  own n a t i o n ' s  i n d i v i d u a l  

i n c o m e  t a x  w i t h  r e g a r d  t o  e a r n i n g s  f r o m  i n t e r n a t i o n a l  c a p i t a l .  

S i n c e  t h e  paymen t  of  t h e  d o m e s t i c  i n d i v i d u a l  i ncome  t a x  

i s  g i v e n ,  i n  a w o r l d  w i t h  i n t e r n a t i o n a l  c a p i t a l  i n v e s t o r s  a r e  

m o t i v a t e d  t o  i n v e s t  w h e r e  t h e i r  r e t u r n  g r o s s  o f  t h e  i n d i v i d u a l  

i n c o m e  t a x  b u t  n e t  o f  a l l  o t h e r  t a x e s  i s  m a x i m i z e d .  T h i s  a n a l y s i s  

d o e s  n o t  a d d r e s s  t h e  i s s u e  o f  t a x  c o n f l i c t s  among n a t i o n s  

b u t  r a t h e r  a d d r e s s e s  t h e  t a x  i m p a c t s  of  w h a t  i s  a c t u a l l y  o b s e r v e d .  

B a s e d  o n  t h i s  a n a l y s i s  t h e  e f f e c t i v e  t a x  r a t e  on i n t e r n a t i o n a l  

- . . i p i t a l  i s  c a l c u l a t e d  a s  t h e  e f f e c t i v e  t a x  r a t e  on  d o m e s t i c  c a p i t a l  

n e t  o f  t h a t  p o r t i o n  a t t r i b u t e d  t o  t h e  i n d i v i d u a l  i n c o m e  t a x .  



31 

E s t i m a t e s  o f  t h e s e  e f f e c t i v e  t a x  r a t e s  f o r  t h e  U n i t e d  

S t a t e s  a p p e a r  b e l o w .  

TAXES ON I W E R N A T I O N A L  CAPITAL 

U N I T E D  STATES 

19 70 1 9 7 5  1 9 8 0  

4 5  4 0  3 8  3 6  4 3  

- 1 9 6 5  - 1 9 6 0  - 

Estimates f o r  the o t h e r  f o u r  n a t i o n s  f o l l o w  and  a r e  b a s e d  o n  

a v e r a g e s  a c r o s s  t h e  t h r e e  y e a r s  a n a l y z e d ,  

TAXES O N  I N T E R N A T I O N A L  C A P I T A L  

U n i t e d  West 
Kingdom F r a n c e  Germany J a p a n  

35 3 5  25 31 

The  U n i t e d  S t a t e s  h a s  t h e  h i g h e s t  r a t e s ,  b u t  f o r  t h e  1 9 7 0 s  

t h e s e  r a t e s  a re  c l o s e  t o  t h o s e  i n  t h e  U n i t e d  Kingdom a n d  F r a n c e  

a n d  a r e  l o w e r  t h a n  U.S. r a t e s  i n  t h e  1 9 6 0 s .  A s t r i k i n g  r e s u l t  

i s  t h a t  West Germany,  t h e  n a t i o n  w i t h  t h e  l a r g e s t  p u b l i c  s e c t o r  

i n  r e l a t i o n  t o  NNP f o r  t h e  f i v e  n a t i o n s ,  h a s  t h e  l o w e s t  e f f e c t i v e  

t a x  r a t e .  O f  p a r t i c u l a r  n o t e  i s  West  G e r m a n y ' s  l a r g e  r e l i a n c e  

on  t h e  i n d i v i d u a l  i n c o m e  t a x  a n d  F r a n c e ' s  l a r g e  r e l i a n c e  o n  

i n d i r e c t  t a x a t i o n .  T h i s  a n a l y s i s  i s  o f  s p e c i a l  s i g n i f i c a n c e  

i n  t h e  d e b a t e  b e t w e e n  i n c o m e  a n d  c o n s u m p t i o n  b a s e d  t a x e s .  
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CONCLUSIONS 

T h i s  p a p e r  f i r s t  p r e s e n t s  c o n c e r n s  a s s o c i a t e d  w i t h  e s t i m a t i o n  

o f  e f f e c t i v e  t a x  ra tes .  T h e  cos t :  o f  c a p i t a l  a p p r o a c h  h a s  b e e n  

u s e d  i m  n u m e r o u s  s t u d i e s  o f  e f f e c t i v e  t a x  r a t e s  a c r o s s  i n d u s t r i e s  

a n d  a s s e t  g r o u p s .  T h i s  a p p r o a c h  i s  e s p e c i a l l y  a t t r a c t i v e  i n  

c o n s i d e r i n g  t a x  t r e a t m e n t  o f  new i n v e s t m e n t s ,  e s p e c i a l l y  i n  t h e  

p r e s e n c e  o f  i n v e s t m e n t  t a x  c r e d i t s  and  a c c e l e r a t e d  d e p r e c i a t i o n .  

T h i s  a p p r o a c h ,  h o w e v e r ,  i s  e x t r e m e l y  l i m i t e d  when a n a l y z i n g  a n  

economy-wide t a x  s y s t e m .  O f  p a r t i c u l a r  c o n c e r n  a r e  t h e  i n f o r -  

m a t i o n a l  r e q u i r e m e n t s  a n d  t h e  t r e a t m e n t  o f  o w n e r - o c c u p i e d  h o u s i n g .  

The  f l o w  o f  f u n d s  a p p r o a c h  i s  more  a t t r a c t i v e  t h a n  t h e  c o s t  o f  

c a p i t a l  a p p r o a c h  when a n a l y z i n g  a n  economy-wide t a x  s y s t e m .  

A p a r t i c u l a r l y  s eve re  p r o b l e m ,  h o w e v e r ,  o c c u r s  when c o r p o r a t e  

t a x  p o l i c y  c h a n g e s ;  t h e  f l o w  o f  f u n d s  a p p r o a c h  c r e a t e s  e s t i m a t e s  

b a s e d  on  t a x  t r e a t m e n t  o f  o l d  i n v e s t m e n t s  a s  w e l l  as  t a x  t r e a t m e n t  

o f  new i n v e s t m e n t s .  

U s i n g  t h e  f l o w  o f  f u n d s  a p p r o a c h ,  e s t i m a t e s  of  e f f e c t i v e  t a x  

r a t e s  on  t h e  e a r n i n g s  o f  l a b o r ,  c a p i t a l ,  a n d  i n t e r n a t i o n a l l v  m o b i l e  

c a p i t a l  a r e  p r e s e n t e d  f o r  f i v e  O E C D  n a t i o n s ,  t h e  U n i t e d  S t a t e s ,  

t h e  U n i t e d  Kingdom, F r a n c e ,  West Germany,  a n d  J a p a n .  T h i s  a n a l v s i s  

c a n  b e  g r o u p e d  w i t h  o t h e r  s i m i l a r  s t u d i e s  a r g u i n g  t h a t  t a x  p r e f e r e n c e  

i t e m s  h a v e  a l a r g e r  i m p a c t  on t h e  d i s t r i b u t i o n  o f  t a x  b u r d e n s  

t h a n  on e f f e c t i v e  t a x  r a t e s .  I n  t h i s  r e g a r d ,  w e  w o u l d  a r g u e  t h a t  

a t t e m p t s  t o  b r o a d e n  t h e  t a x  b a s e  a n d  l o ~ e r  m a r g i n a l  t a x  r a t e s  

wou ld  l o w e r  e f f e c t i v e  ( i . e . ,  m a r g i n a l )  t a x  r a t e s  e v e n  w h i l e  k e e p i n g  

g o v e r n m e n t  t a x  r e v e n u e s  c o n s t a n t .  
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We f i n d  t h a t  t h e  U n i t e d  S t a t e s  t a x e s  c a p i t a l  m o r e  h e a v i l y  

t h a n  t h e  o t h e r  f o u r  n a t i o n s .  S i n c e  t h e  t i m e  p e r i o d  f o r  t h i s  p a p e r  

ends i n  1980, t h e  e s t ima tes  d o  n o t  r e f l e c t  t h e  t a x  c h a n g e s  i n -  

t r o d u c e d  by t h e  Reagan  n o r  T h a t c h e r  a d m i n i s t r a t i o n s  i n  t h e  U n i t e d  

S t a t e s  a n d  t h e  U n i t e d  Kingdom. 

En l i g h t  o f  t h e  i n c r e a s e d  a t t e n t i o n  g i v e n  t o  i n t e r n a t i o n a l  

c a p i t a l  m o b i l i t y ,  t h e  e s t i m a t e s  o f  t h e  e f f e c t i v e  t a x  r a t e s  

on t h e  e a r n i n g s  o f  i n t e r n a t i o n a l  c a p i t a l  a r e  o f  p a r t i c u l a r  

s i g n i f i c a n c e .  T h e s e  e s t i m a t e s  d r a w  a t t e n t i o n  t o w a r d  n e e d s  t o  

r e f i n e  a n a l y s e s  o f  t axes  i n  s u c h  an e n v i r o n m e n t .  
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